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EXPOSURE DRAFT 
PROPOSED STATEMENT ON 
AUDITING STANDARDS 
THE AUDITOR'S CONSIDERATIONS 
WHEN A QUESTION ARISES ABOUT 
AN ENTITY'S CONTINUED EXISTENCE 
MARCH 24, 1980 
Prepared by the AICPA Auditing Standards Board 
for comments from persons interested in auditing and reporting 
Comments should be received by July 23, 1980, and addressed 
to AICPA Auditing Standards Division, File 2720 
AICPA, 1211 Avenue of the Americas, New York, N.Y. 10036 
M811036 
American Institute of Certified Public Accountants 
1211 Avenue of the Americas, New York, New York 10036 (212) 575-6200 
March 2 4 , 1980 
An exposure draft of a proposed Statement on Auditing Standards entitled The 
Auditor's Considerations When a Question Arises About an Entity's Continued 
Existence accompanies this letter. 
Under generally accepted accounting principles, continuation for an entity is 
usually assumed in the absence of information to the contrary. The proposed 
Statement describes the types of contrary information that may raise questions 
about an entity's ability to continue and factors that may mitigate such in-
formation and describes the auditor's related considerations, including con-
sideration of relevant plans of management and prospective data. 
The proposed Statement also discusses the adequacy of informative disclosures 
and the effects on the auditor's report when a question has been raised about 
an entity's ability to continue in existence. The proposed Statement does not, 
however, change existing standards for the auditor's reporting responsibilities. 
Comments or suggestions on any aspect of the exposure draft will be appreci-
ated. The AICPA Auditing Standards Board's consideration of responses will be 
helped if comments are made with respect to a specific paragraph and include 
an explanation of the reason for the comments. 
In developing guidance, the AICPA Auditing Standards Board considers the rela-
tionship between the cost imposed and the benefits reasonably expected to be 
derived from audits. It also considers differences that the auditor may en-
counter in the audit of the financial statements of small businesses and, when 
appropriate, makes special provisions to meet those needs. Thus, the board 
would particularly appreciate comments on those matters. 
Responses should be addressed to the AICPA Auditing Standards Division, File 
2720, in time to be received by July 23, 1980. Written comments on the exposure 
draft will become part of the public record of the AICPA Auditing Standards 
AICPA 
Division and will be available for public inspection at the offices of the 
American Institute of Certified Public Accountants after August 6, 1980, 
for one year. 
D. R. Carmichael 
Vice President, Auditing 
This exposure draft has been sent to 
• practice offices of CPA firms 
• members of AICPA Council and technical committee 
chairmen 
• state society and chapter presidents, directors, and 
committee chairmen 
• organizations concerned with regulatory, supervisory, or 
other public disclosure of financial activities 
• persons who have requested copies 
James J . Le i s en r ing , Chairman 
Aud i t i ng Standards Board 
THE AUDITOR'S CONSIDERATIONS WHEN A QUESTION ARISES 
ABOUT AN ENTITY'S CONTINUED EXISTENCE 
1. When the continued exis-
tence of an entity is imperiled, 
there is heightened concern about 
the recoverability and classifica-
tion of recorded asset amounts and 
the amounts and classification of 
liabilities. This Statement provides 
guidance regarding the auditor's 
considerations when information 
comes to his attention that raises 
a question about an entity's ability 
to continue in existence.1 
2. Ordinarily, such a question re-
lates to the entity's ability to con-
tinue to meet its obligations as 
they become due without substan-
tial disposal of assets, restructur-
ing of debt, externally forced re-
visions of its operations, or similar 
actions. Other factors, not pre-
sently involving solvency, may also 
bring into question an entity's 
ability to continue in existence (for 
example, loss of key personnel, 
principal customer, essential supply 
source, or primary revenue pro-
ducing assets). 
3. In the absence of information 
to the contrary, an entity's contin-
uation is usually assumed in finan-
cial accounting.2 Thus, in an ex-
amination of financial statements 
in accordance with generally ac-
cepted auditing standards, the 
auditor does not search for evi-
dential matter relating to the en-
tity's continued existence. Never-
theless, the auditor remains aware 
1
 This Statement does not apply to an 
examination of financial statements 
based on the assumption of liquidation 
(for example, when (a) an entity is in 
the process of dissolution or liquida-
tion, (b) the owners have determined 
to commence dissolution or liquidation, 
or (c) legal proceedings, including 
bankruptcy, have reached a point at 
which dissolution or liquidation is prob-
able). 
2
 See Accounting Principles Board State-
ment No. 4, paragraph 25. 
that auditing procedures applied 
primarily for other purposes may 
bring to his attention information 
contrary to that assumption. The 
auditor considers any such con-
trary information, together with 
any factors tending to mitigate 
that information and any manage-
ment plans for dealing with the 
underlying conditions, in forming 
an opinion on the financial state-
ments. 
CONTRARY INFORMATION 
4. In this context contrary in-
formation includes information that 
exists at the date of the financial 
statements or that comes to the 
auditor's attention from that date 
through the date of his report. The 
following examples of contrary in-
formation vary widely in impor-
tance, and some may have signi-
ficance only when viewed in con-
junction with others: 
a. Information that may indicate 
solvency problems: 
• Negative trends (for example, 
working capital deficiencies, 
recurring operating losses, 
negative cash flows from op-
erations, and adverse key 
financial ratios). 
• Other indications (for ex-
ample, default on loan or 
similar agreements, arrearages 
in dividends, denial of usual 
trade credit from suppliers, 
noncompliance with statutory 
capital requirements, and 
necessity of seeking new 
sources or methods of financ-
ing). 
b. Information that may raise a 
question about continued exis-
tence without necessarily indicat-
ing potential solvency problems: 
• Internal matters (for example, 
loss of key management or 
operations personnel, work 
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stoppages or other labor dif-
ficulties, substantial depen-
dence on the success of a 
particular project, and un-
favorable or uneconomic long-
term commitments). 
• External matters (for example, 
legal proceedings, existing or 
probable legislation, or simi-
lar matters that might jeopard-
ize an entity's ability to 
operate; loss of a key fran-
chise, license, or patent; loss 
of a principal customer or sup-
plier; and uninsured catas-
trophes such as drought, in-
sect infestation, earthquake, or 
flood). 
MITIGATING FACTORS 
5. Factors tending to mitigate 
the significance of contrary infor-
mation concerning solvency relate 
primarily to an entity's alternative 
means for maintaining adequate 
cash flows. Examples of such fac-
tors include the following. 
a. Asset factors: 
• Disposability of assets that 
are not operationally interde-
pendent. 
• Capability of delaying the re-
placement of assets consumed 
in operations or of leasing 
rather than purchasing certain 
assets. 
• Possibility of using assets for 
factoring, sale-leaseback, or 
similar arrangements. 
b. Debt factors: 
• Availability of unused lines of 
credit or similar borrowing 
capacity. 
• Capability of renewing or ex-
tending the due dates of exist-
ing loans. 
• Possibility of entering into 
debt restructuring agreements. 
c. Cost factors: 
• Separability of operations pro-
ducing negative cash flows. 
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• Capability of postponing ex-
penditures for such matters as 
maintenance or research and 
development. 
• Possibility of reducing over-
head and administrative ex-
penditures. 
d. Equity factors: 
• Variability of dividend re-
quirements. 
• Capability of obtaining addi-
tional equity capital. 
• Possibility of increasing cash 
distributions from affiliates or 
other investees. 
6. Factors tending to mitigate 
the significance of contrary infor-
mation not necessarily concerning 
solvency relate primarily to the 
capability of adopting alternative 
courses of action (for example, the 
availability of qualified persons to 
fill a vacated key position, the like-
lihood of suitably substituting for a 
lost principal customer or supplier, 
the possibility of adequately replac-
ing assets seized or destroyed, and 
the capability of operating at re-




AND MITIGATING FACTORS 
7. The auditor's initial consid-
eration of contrary information 
focuses on the underlying condi-
tions that resulted in such contrary 
information (for example, whether 
the conditions are indicative of a 
rapid or a gradual deterioration, are 
temporary or recurring, are suscep-
tible of corrective actions solely 
within the entity, or are applicable 
to identifiable elements or segments 
of the entity or are pervasive). The 
auditor's initial consideration of 
mitigating factors is based primarily 
on (a) knowledge of matters that 
relate to the nature of the entity's 
business and its operating charac-
teristics and of matters affecting 
the industry in which it operates, 
including an awareness of the speci-
fic effects and general influence of 
international, national, and local 
economic conditions and (b) dis-
cussions with principal officers 
having responsibility for adminis-
tration, finance, operations, and ac-
counting activities. 
8. Additional considerations gen-
erally will focus on management 
plans that are responsive to the ob-
served conditions that resulted in 
the contrary information. The rel-
evance of such plans to an auditor 
generally decreases as the time 
period for planned actions and an-
ticipated events increases, although 
longer time periods may be more 
meaningful in industries with a 
lengthy operating cycle. Particular 
emphasis ordinarily is placed on 
plans that might have a significant 
effect on the entity's solvency within 
a period of one year following the 
date of the financial statements on 
which the auditor is currently re-
porting. The auditor's considera-
tions relating to such management 
plans may include the following. 
a. Plans to liquidate assets: 
• Apparent marketability of the 
assets that management plans 
to sell. 
• Restrictions on the disposal of 
assets, such as covenants 
limiting such transactions in 
loan or similar agreements or 
encumbrances against assets. 
• Possible direct and indirect 
effects of the disposal of as-
sets. 
b. Plans to borrow money or re-
structure debt: 
• Availability of debt financing, 
including existing or com-
mitted credit arrangements 
such as lines of credit and ar-
rangements for factoring re-
ceivables or sale-leaseback of 
assets. 
• Existing or committed ar-
rangements to restructure or 
subordinate debt or to guar-
antee loans to the entity. 
• Possible effects on manage-
ment's borrowing plans of 
existing restrictions on addi-
tional borrowing and the suf-
ficiency of available collat-
eral. 
c. Plans to reduce or delay expendi-
tures: 
• Apparent feasibility of plans 
to reduce overhead and ad-
ministrative expenditures, to 
postpone maintenance or re-
search and development pro-
jects, or to lease rather than 
purchase assets. 
• Possible direct and indirect 
effects of reduced or delayed 
expenditures. 
d. Plans to increase ownership equi-
ty: 
• Apparent feasibility of plans 
to increase ownership equity, 
including existing or com-
mitted arrangements to raise 
additional capital. 
• Existing or committed arrange-
ments to reduce current divi-
dend requirements or to accel-
erate cash distributions from 
affiliates or other investees. 
9. The auditor also should dis-
cuss with management any fore-
casts, projections, budgets, or other 
prospective data, particularly data 
relating to cash flows, that are 
available or that can reasonably be 
developed and that are relevant in 
relation to the plans discussed in 
paragraph 8. The auditor should 
consider the support for significant 
assumptions underlying the pros-
pective data and should give par-
ticular attention to assumptions 
that are 
• material to the relevant 
forecasts or projections. 
• especially uncertain or sen-
sitive to variations. 
• in deviation from historical 
trends. 
The auditor's considerations should 
be based on (a) his reading of the 
prospective data and the underly-
ing assumptions, (b) his knowledge 
of the entity, its business, and its 
management, and (c) his compari-
son of prospective data in prior 
periods with historical results and 
of prospective data for the cur-
rent forecast period with results 
achieved to date. If the auditor be-
comes aware of relevant factors 
beyond the period covered by such 
prospective data, he should also 
take those factors into account. 
The auditor's function, however, 
does not include predicting the out-
come of future events, and an 
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unqualified opinion on the financial 
statements does not constitute a 
guarantee or assurance by the audi-
tor that the entity has the ability 
to continue for any particular pe-
riod beyond the date of his opinion. 
CONSIDERATION OF 
INFORMATIVE DISCLOSURES 
10. The auditor should consider 
whether disclosure of the principal 
conditions that raise a question 
about an entity's ability to con-
tinue in existence, the possible 
effects of such conditions, and man-
agement's evaluation of the signifi-
cance of those conditions and any 
mitigating factors is necessary for 
presentation in conformity with 
generally accepted accounting prin-
ciples. If disclosure is required and 
a satisfactory resolution of the ques-
tion is primarily dependent upon 
the realization of particular plans 
of management, the disclosure 
should deal with that fact and such 
plans. 
CONSIDERATION OF THE EFFECTS 
ON THE AUDITOR'S REPORT 
11. After considering the signifi-
cance of the contrary information 
and any mitigating factors and dis-
cussing plans, prospective data, 
and other appropriate matters with 
management, the auditor may con-
clude that the question raised about 
the entity's ability to continue in 
existence should not result in a 
modification of his opinion on the 
financial statements. On the other 
hand, the auditor may conclude 
that a substantial doubt remains 
about the entity's ability to con-
tinue in existence. In such case, he 
should consider the recoverability 
and classification of recorded asset 
amounts, and the amounts and clas-
sification of liabilities in light of 
that doubt. Identifying the point 
at which such matters should be 
regarded as uncertainties for re-
porting purposes is a complex pro-
fessional judgment. No single factor 
or combination of factors is con-
trolling. Reporting guidance is pro-
vided in SAS No. 2, Reports on 
Audited Financial Statements, par-
ticularly in "Inadequate Disclo-
sure" (paragraph 17) and in "Un-
certainties" (paragraphs 21 through 
26). 
